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MVEMORANDUM OPI NI ON

DI NAN, Special Trial Judge: This case was heard pursuant

to the provisions of section 7443A(b)(3) and Rul es 180, 181, and

182.1

1 Unl ess otherwi se indicated, all section references are
to the Internal Revenue Code in effect for the taxable years in
(conti nued. ..)
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Respondent determ ned deficiencies in petitioners' Federal
income taxes for 1991, 1992, and 1993 in the amounts of $2, 548,
$2,772, and $2,774, respectively.

The issue for decision is whether petitioners' clained
Schedul e C | osses for 1991, 1992, and 1993 constitute passive
activity | osses under section 469. The resolution of this issue
turns on whether petitioners materially participated in the
activity of renting their condom niumunit during the taxable
years in issue.

Sonme of the facts have been stipulated and are so found.
The stipulations of fact and attached exhibits are incorporated
herein by this reference. Petitioners resided in Roseville,

M nnesota, on the date the petition was filed in this case.

Petitioner husband works as a manager of a commercial unit
for Norwest Banks. His formal education includes a bachelor's
degree fromthe University of Mnnesota and a nmaster's degree
from Mankat o University.

In 1988, petitioners purchased condom ni um unit nunber 6
(the unit) at Bluefin Bay, a condom nium conplex |ocated in
Tofte, Mnnesota. Tofte is |ocated on the shore of Lake Superior
in Superior National Forest, approximtely 225 m | es northeast of

petitioners' residence.

Y(...continued)
issue. Al Rule references are to the Tax Court Rul es of
Practi ce and Procedure.
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Bl uefin Bay consists of six buildings, each having a
different layout. The six buildings contain a total of 54
condom niumunits. Petitioners' unit is a three-bedroomunit.

As unit owners, petitioners were nenbers of the Bluefin Bay
Condom ni um Associ ati on (BBCA), the common interest owner of
Bluefin Bay. Petitioner husband was one of BBCA' s officers, at
one time serving as its president. BBCA owns all of Bluefin
Bay' s common property, including an indoor swi nm ng pool, tennis
courts, a conference room a parking area, water and waste
treatment facilities, and comruni cati on and cabl e equi prent.
BBCA arranged for the Tofte Managenent Conpany (TMC) to manage
and operate the Bluefin Bay conplex. BBCA's nenbers, the unit
owners, entered into individual nmanagenent contracts with TMC
The ternms of the managenent contracts were the result of the
joint effort of nunmerous BBCA nenbers, including petitioner
husband.

Petitioners' nanagenent contract with TMC was effective
January 1, 1991, through the taxable years in issue. Under the
managenent contract, TMC was appoi nted as the exclusive rental
agent for petitioners' unit. Petitioners were required to
specifically reserve their unit in witing for the days which
they intended to personally use it. In the event petitioners
failed to properly notify TMC of their intended use, rental

arrangenents previously made by TMC with ot her guests would hol d
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priority over petitioners' personal use, unless the guests could
be assigned to another, conparable unit.

The managenent contract provided for TMC to receive 45
percent of the gross rental proceeds frompetitioners' unit in
exchange for its services. Under the nmanagenent contract, TMC s
duties included, but were not limted to, managi ng reservations,
checking in and out guests, providing housekeepi ng servi ces,
collecting rents, generating financial reports, conducting damge
i nspections, and maki ng any necessary nai ntenance calls and
repairs.

TMC owns and operates a restaurant |ocated adjacent to the
condom ni um conpl ex. During the taxable years in issue, TMC s
enpl oyees staffed a reception desk near the restaurant entrance
for guests staying at Bluefin Bay. TMC al so enpl oyed nanagers,
activity directors, bookkeepers, a housekeeping staff, and a
mai nt enance staff, all of whom participated in the activity of
renting petitioners' unit.

TMC' s enpl oyees devel oped, drafted, and printed marketing
and pronotional materials for Bluefin Bay. TMC maintained a
toll-free tel ephone nunber for pronotional and reservation
pur poses. TMC s enpl oyees answered this tel ephone |ine, booked
reservations for owners and guests, and nmail ed pronotional and

marketing materials to interested parties.
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TMC' s enpl oyees checked in guests, received deposits, and
i ssued keys. They responded to mai ntenance calls and nmade any
necessary repairs. TMC s enpl oyees opened, closed, and cl eaned
t he pool, hot tub, and pool house on a daily basis. They also
mai nt ai ned Bluefin Bay's tennis courts and exercise room In the
winters, TMC s enpl oyees plowed the parking |lots and shovel ed,
salted, and sanded the wal kways.

TMC' s enpl oyees col | ected paynents from guests and checked
them out of the unit. They cleaned and i nspected the unit after
guests departed. The cleaning activity included cleaning the
interior of the unit and | aundering the |inens and towels.

TMC' s enpl oyees nai ntai ned daily books and records
reflecting the collected rents and fees owed by petitioners.
They issued nonthly and annual reports to petitioners reflecting
the rental activity, owner charges, and TMC s share of the gross
rental s.

Petitioners' duties under the managenent contract included
providing TMC with a schedul e of their intended personal use,
mai nt ai ni ng adequat e i nsurance on their unit, and conplying with
certain "Interior Quality Standards”.

TMC made detail ed i nspections of petitioners' unit at |east
annual ly and conpiled lists of mandatory repairs and itens which
needed to be replaced in order to satisfy the Interior Quality

Standards. Petitioners were given the choice to personally nake
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these repairs and i nprovenents or to authorize TMC to nake them
If they failed to conply by certain dates, TMC would arrange for
the work to be perforned by its enpl oyees or subcontractors and
charge petitioners accordingly.

Petitioners traveled to Bluefin Bay 4 to 6 tinmes during each
of the taxable years in issue. In nost cases, petitioners would
stay at Bluefin Bay in their unit for a | ong weekend. They al so
spent one full week each year in their unit. Petitioners' trips
to Bluefin Bay usually conmbined fam |y vacations with owner
activities such as attendi ng board neetings and/ or meking sone
repairs to their unit. Petitioner husband al so participated in
BBCA neetings at |ocations close to petitioners' residence during
the taxable years in issue.

On Schedules C attached to their 1991, 1992, and 1993
returns, petitioners reported the foll ow ng anobunts with respect

to the rental of their unit:

1991 1992 1993
G oss | ncone $32, 380. 34 $31, 281. 31 $37,174. 23
Tot al Expenses (41, 463.72) (40,864.03) (43, 834. 35)
Net Loss ( 9,083.38) ( 9,582.72) ( 6, 660.12)

Petitioners clainmed business | oss deductions on their 1991,
1992, and 1993 returns in anmobunts equal to the amounts of their
net | osses reported on the Schedules C. In the statutory notice
of deficiency, respondent disallowed the clained business |oss

deductions on the ground that the clained | osses were sustained
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in connection with a passive activity in which petitioners did
not materially participate.

Section 469 generally disallows for the taxable year any
passive activity | oss that exceeds passive activity inconme. See
sec. 469(a), (d)(1). A passive activity is any activity which
i nvol ves the conduct of any trade or business in which the
t axpayer does not materially participate.? See sec. 469(c)(1).

In general, section 469(h)(1) provides that a taxpayer shal
be treated as materially participating in an activity only if the
taxpayer is involved in the operations of the activity on a basis
which is regular, continuous, and substantial. Section 469(l)
authorizes the Secretary to prescribe regulations as may be
necessary or appropriate to carry out the provisions of section
469, including regul ations which specify what constitutes
mat erial participation. Sec. 469(1)(1).

Section 1.469-5T(a), Tenporary Inconme Tax Regs., 53 Fed.

Reg. 5725-5726 (Feb. 25, 1988), provides that an individual wll

2 The term "passive activity" also includes any "rental
activity", regardless of whether the taxpayer materially
participates in the activity. Sec. 469(c)(2), (4). A rental
activity is any activity where paynents are principally for the
use of tangible property. See sec. 469(j)(8). However,
petitioners' activity does not constitute a rental activity
within the nmeaning of sec. 469(j)(8) because the average custoner
stay at their unit was |ess than 7 days. See sec. 1.469-
1T(e)(3)(ii1)(A), Tenporary Income Tax Regs., 53 Fed. Reg. 5702
(Feb. 25, 1988).
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be treated as materially participating in an activity for the
taxabl e year if and only if:

(1) The individual participates in the activity
for nore than 500 hours during such year;

(2) The individual's participation in the
activity for the taxable year constitutes substantially
all of the participation in such activity of al
i ndi vidual s (including individuals who are not owners
of interests in the activity) for such year;

(3) The individual participates in the activity
for nore than 100 hours during the taxable year, and
such individual's participation in the activity for the
taxabl e year is not less than the participation in the
activity of any other individual (including individuals
who are not owners of interests in the activity) for
such year;

(4) The activity is a significant participation
activity * * * for the taxable year, and the
i ndi vidual 's aggregate participation in all significant
participation activities during such year exceeds 500
hours;

(5) The individual materially participated in the
activity * * * for any five taxable years (whether or
not consecutive) during the ten taxable years that
i mredi ately precede the taxable year;

(6) The activity is a personal service activity
* * * and the individual materially participated in the
activity for any three taxable years (whether or not
consecutive) preceding the taxable year; or
(7) Based on all of the facts and circunstances
* * * the individual participates in the activity on a
regul ar, continuous, and substantial basis during such year.
These regul ations provide for taxpayers to be treated as
materially participating in an activity if they satisfy one of
the seven enunerated tests. Petitioners argue that they satisfy

the requirenents of section 1.469-5T(a)(3), Tenporary |Incone Tax
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Regs., 53 Fed. Reg. 5726 (Feb. 25, 1988). Respondent argues that
petitioners have not satisfied this material participation test.

We nust initially decide whether petitioners participated in
the rental of their unit for nore than 100 hours during each of
the taxable years in issue. Section 1.469-5(f)(1), Incone Tax
Regs., generally provides that any work done by an individual in
connection with an activity in which the individual owns an
interest at the tine the work is done shall be treated as
participation of the individual in the activity. W consider
petitioners' conbi ned hours of participation in deciding whether
this material participation test is satisfied. See sec.

469(h) (5); sec. 1.469-5T(f)(3), Tenporary |Income Tax Regs., 53
Fed. Reg. 5727 (Feb. 25, 1988).

Wth respect to the evidence which nay be used to establish
hours of participation, section 1.469-5T(f)(4), Tenporary |ncone
Tax Regs., 53 Fed. Reg. 5727 (Feb. 25, 1988), provides:

(4) Methods of proof. The extent of an

individual's participation in an activity may be

establ i shed by any reasonabl e neans. Cont enpor aneous

daily tinme reports, logs, or simlar docunents are not

required if the extent of such participation my be

establ i shed by other reasonable neans. Reasonable

means for purposes of this paragraph may include but

are not limted to the identification of services

performed over a period of tine and the approxi mate

nunber of hours spent perform ng such services during

such period, based on appoi nt mrent books, cal endars, or

narrative sunmari es.

Petitioners submtted copies of their nonthly cal endars from

1991, 1992, and 1993, two docunents which purport to sumrarize
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their hours of participation in the activity of renting their
unit, and petitioner husband's testinony. Neither of the summary
docunents was prepared contenporaneously. Petitioner husband
testified that the detail ed sunmary docunent (joint exhibit 6-F)
was prepared in 1994. The other summary document was prepared at
sone time after 1994 in preparation for this case and we do not
rely upon it. W also have serious doubts about the accuracy of
the detail ed summary docunent. The nonthly cal endars corroborate
little nore than the dates of petitioners' trips to Bluefin Bay
and petitioner husband' s | ocal BBCA neetings. Petitioner
husband' s testinony establishes that he spent some hours working
out the details of the individual nanagenent contracts and
serving as BBCA' s president. However, his testinmony with respect
to petitioners' participation in renting the unit and performng
repairs to the unit was unpersuasive. The maintenance records
show that petitioners filled out work orders for TMC s enpl oyees
to performsuch sinple repairs as replacing light bulbs. 1In
addi ti on, Dennis Rysdahl, who oversees the nanagenent and
operation of Bluefin Bay and did so during the taxable years in
issue, testified that petitioner wife's participation in making
repairs and inprovenents to the unit was greater than petitioner
husband's. M. Rysdahl testified that petitioner wfe was
involved in decorating the unit, but the maintenance records show

that petitioners left the actual work of decorating their unit to
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TMC or its subcontractors. Petitioner wife's involvenent appears
to have been limted to maki ng deci sions concerning how the unit
shoul d be decorated. Petitioner wife did not testify about her
al | eged hours of participation.

After carefully reviewing the record, we find that
petitioners have not proved that they participated in the
activity of renting their unit for nore than 100 hours during any
of the taxable years in issue. W therefore need not decide
whet her petitioners satisfy the section 1.469-5T(a)(3), Tenporary
| ncone Tax Regs., 53 Fed. Reg. 5726 (Feb. 25, 1988), second
requi renent of participating in the activity of renting their

unit nore than any other individual. See Serenbetz v.

Commi ssioner, T.C. Meno. 1996-510.

We conclude that petitioners did not materially participate
in the activity of renting their unit during 1991, 1992, and
1993. Accordingly, we hold that petitioners' clained | osses from
such activity constitute passive activity | osses which are not
deductible in the taxable years in issue by reason of section
469.

To reflect the foregoing,

Deci sion will be entered

for respondent.




